Retirement planning is an issue of growing concern to the nation's aging population and state governments as the number of retirees continues to increase each year. Retired individuals and individuals planning for retirement should consider state tax policies, as they vary from state to state, when selecting a retirement location. State governments should also consider making tax policy changes in order to attract the older population. State tax policies could impact a retiree's financial stability during retirement. This paper examines the tax implications of geography in retirement and how relocation has the potential to significantly decrease an individual's pension income tax liability.
INTRODUCTION
he number of individuals retiring is increasing dramatically. Financial stability after retirement should be a significant concern for many individuals who are retired or approaching retirement age. The choice of geography in retirement can have a potentially large impact on the amount of financial resources available for retirees. Additionally, the taxation of retirement income should also be an important issue for state governments who are developing tax policy as it can impact state revenues. The primary purpose of this article is to examine how state tax policies could impact retirees based on retirement location.
The United States Census Bureau estimates that there are 76.4 million baby boomers, making up 24.17% of the total US population. 1 The oldest baby boomers reached the traditional retirement age of 65 in 2011 and the youngest will reach retirement age in 2029. The Pew Research Center approximates that 10,000 baby boomers will retire every day for the next 15 years. 2 Exhibit 1 displays the total population growth and percentages of population 65 or older between 2005 and 2013. 3 Within 8 years, there has been a 28.49% increase in the retirement population (see Exhibit 1). The United States Department of Health and Human Service's AoA (Administration on Aging) has projected the 2015 percentage of population 65 and older to rise to 14.5%, the 2020 percentage to rise to 16.30%, the 2025 percentage to rise to 18.2%, and the 2030 percentage to rise to 19.7%. This represents a significant growth in the number of people retiring each year; see Exhibit 2.
Increasing life expectancy rates present another reason why pension planning has been of growing concern. In 2000, the life expectancy rate was 76.8 years. However, the Census Bureau now expects it to rise to 78.9 years in 2015 and 79.5 years in 2020. 4 The increasing life expectancy rates suggest that individuals have potentially longer retirement periods and should therefore plan for additional years of retirement income.
While there are many issues to consider, one significant factor individuals should implement into planning for financial stability during retirement is how much pension income will be retained after state taxes. All states do not have identical tax policies; therefore, where individuals choose to retire may significantly impact the amount of taxes applied to pension income. Retirees may choose to move to a different state that offers a lower tax liability.
AN IMPORTANT ISSUE FOR STATE GOVERNMENTS
The issue of differing tax policies across the nation is also an issue of consideration for states because tax policies have the power to attract new residents or encourage current residents to relocate. Several states have implemented changes in tax rates. While direct causation can be difficult to determine, tax policy changes have coincided with economic growth for some of these states. For example, some anecdotal reports suggest Maryland recently experienced an estimated loss of $1.7 billion in tax revenues from residents relocating to states with lower tax rates. While the same report suggests Florida, a state with no income tax rate, didn't experience such losses. 5 Kansas and Illinois have implemented opposite economic growth strategies. Kansas dropped its top income tax rate by 25%. Contrastingly, Illinois raised its income tax rate to 5% from 3%. Within a year, Kansas' GDP increased by 4 Expectation of life at birth, 1970 to 2008, and projections, 2010 to 2020. (n.d.) . 1.9% compared to Illinois' GDP increase of only 0.9%. 6 Following Kansas' approach, Missouri recently passed a law that will be implemented in 2017, which will decrease the state's top individual income tax rate from 6% to 5.5%. 7 California, on the other hand, is following Illinois' strategy. The state of California, which already has the highest progressive income tax rates, raised its highest tax rate from 10.3% to 13.3%. 8 While there are many issues to consider, this article concentrates on pension income tax policies across the United States and how these policies may influence a taxpayer's decision when selecting a retirement location. It provides evidence on state pension tax benefits based on information from several United States documents. Individuals should also consider factors such as cost of living, median house values, heating days, and crime rates in addition to state pension income tax rates when planning for retirement. Many retirees suffer from significant decreases in annual income when retiring. Some experts believe that earning roughly 60%-70% of pre-retirement income is ideal for a person's financial stability during retirement. The population has to be creative and think of ways to make a smaller amount of income last longer. One solution that proves to be very helpful in aiding a retiree's financial stability is moving to a state that offers a lower tax liability. Residing in a state that enforces taxes on pension income will decrease an individual's income during retirement even more. See Exhibit 5 and Exhibit 6 for examples of how a state's tax policy affects how much pension income a person will receive during retirement.
Exhibit 5 illustrates how a California retiree's after-tax retirement income is dependent on state tax policies. The filing singly retiree's average retirement income of $43,595, as shown in Exhibit 4, would be taxed at the 8% marginal tax rate in California because California doesn't offer any pension income exemptions. 15 The retiree in this example faces a $28,496 decrease ($72,091 -$43,595) in pre-retirement income to retirement income, as shown in Exhibit 4, and must pay $1,697.09 in income taxes due to California's tax policy.
Moving to a state like Nevada, which doesn't tax income, or a state like Pennsylvania, which exempts all pension income from taxes, could potentially save this retiree approximately $1,697.09 a year as compared to California. Moving to a state that exempts partial pension income from taxes, like Louisiana, could benefit this retiree. Louisiana offers a $6,000 exemption to residents 65 years or older. 16 Only $37,595 of the pension income would be taxed at Louisiana's 4% marginal tax rate, providing an after-tax income of $42,341.22. If this Californian moves to a state that taxes pension income similarly to Louisiana, he or she would approximately have an extra $443.31 per year of after-tax income. There are several other factors that individuals should consider when selecting retirement locations. Some of these factors include housing prices, cost of living, heating days, etc. This article solely focuses on state pension income tax policies and how they can affect an individual's income during retirement.
